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A New Era In 
Foreign Currency 
Accounting
FASB Statement No. 52
By Gary A. Porter
The FASB has scrapped its most 
controversial release to date, “State­
ment No. 8, Accounting For the Trans­
lation of Foreign Currency Transac­
tions and Foreign Currency Financial 
Statements.” After numerous public 
meetings, an exposure draft, more 
public meetings and finally a revised 
exposure draft, Statement No. 52 
“Foreign Currency Translation” was 
released in December. Whether or not 
the successor will be any less con­
troversial remains to be seen. The fact 
that the Statement passed by a narrow 
four to three vote, with the Chairman 
dissenting, may provide a partial 
answer. The only consolation for those 
companies unhappy with Statement 
No. 52 is that it will not be mandatory 
until years beginning after December 
15, 1982 with, of course, earlier ap­
plication encouraged. The December 
release is intended to allow companies 
sufficient time to apply the new rules to 
1981 year end reports if they wish to 
experiment.
Accounting for foreign currency 
transactions (a U. S. company imports 
from Mexico with settlement to be 
made in pesos) remains the same 
under the new Statement. With the ex­
ception of certain intercompany trans­
actions and hedging transactions to be 
discussed later, gains and losses on 
importing and exporting activities are 
to be accrued and reported in income 
currently. The major changes concern 
the translation of financial statements 
for foreign affiliates, including 
branches, subsidiaries and equity 
method investees. The single unit of 
measure/temporal method approach 
of Statement No. 8 is replaced with the 
functional currency/current rate 
method. The purpose of this article is to 
explain and critically evaluate the ma­
jor changes under Statement No. 52. 
For convenience, a comparison of the 
basic features of Statements No. 8 and 
No. 52 is shown in Exhibit 1.
Translation Objectives
The controversy surrounding foreign 
currency translation boils down to a 
consideration of the objectives of the 
translation process. According to the 
Board in Statement No. 52, the transla­
tion of foreign financial statements 
should accomplish two interrelated 
objectives:
a. Provide information that is gener­
ally compatible with the expected 
economic effects of a rate 
change on an enterprise’s cash 
flows and equity.
b. Reflect in consolidated state­
ments the financial results and 
relationships of the individual 
consolidated entities as meas­
ured in their functional currencies 
in conformity with U. S. generally 
accepted accounting principles.1 
The compatability objective was re­
jected in Statement No. 8. The Board 
felt the effect of rate changes on assets 
carried at cost should not be recog­
nized until the assets are sold. State­
ment No. 8 took the basic view that 
compatability could not be achieved 
without major changes in the basic his­
torical cost model. Therefore, the U. S. 
dollar was adopted as the single unit of 
measure, resulting in consolidated 
financial statements that would be the 
same as if all accounting records were 
kept in dollars. For support, the Board 
referred to ARB No. 51 “Consolidated 
Financial Statements,” which states:
“The purpose of consolidated state­
ments is to present, primarily for the 
benefit of the shareholders and credi­
tors of the parent company, the re­
sults of operations and the financial 
position of a parent company and its 
subsidiaries essentially as if the 
group were a single company with 
one or more branches and 
divisions.”2
In line with the single unit of measure 
approach, Statement No. 8 adopted 
the temporal method, whereby cash, 
receivables and payables are trans­
lated using the current exchange rate 
and all assets carried at historical cost 
are translated using historical ex­
change rates.3 Since assets carried at 
cost are always translated at the same 
historical rate, the accounting expo­
sure to exchange rate fluctuations is 
limited to the effects of changes in 
monetary assets and liabilities. Gains 
and losses resulting from this exposure 
were recognized currently income in 
income under Statement No. 8.
Current Rate Method
Statement No. 52 focuses on two 
aspects of accounting results and their 
compatability with the economic 
effects of rate changes: Changes in 
equity and cash flow consequences. 
On the first aspect, the Board states: 
“Compatability in terms of effect on 
equity is achieved, for example, if an 
exchange rate change that is favor­
able to an enterprise’s exposed posi­
tion produces an accounting result 
that increases equity.”4
Critics of Statement No. 8 felt that 
the temporal method resulted in the 
recognition of accounting gains or 
losses when exactly the opposite had
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The translation controversy 
boils down to a consideration 
of the objectives.
occurred from an economic viewpoint. 
Consider a foreign sub with a large in­
vestment in inventory and fixed assets. 
As mentioned earlier, exposure under 
Statement No. 8 was limited to mone­
tary items. Since nonmonetary assets 
are translated at historical rates, the 
sub would be in a net liability position, 
or a significantly reduced exposed net 
asset position, for measuring exposure 
to exchange rate fluctuations. If the 
foreign currency strengthens relative 
to the U. S. dollar, the temporal method 
will result in a net increase in liabilities 
and produce a loss. Since the foreign 
currency is worth more in terms of U. S. 
dollars, the conclusion from an eco­
nomic view would be that a gain had 
occurred.
To achieve this desired compatabil­
ity between exchange rate fluctuations 
and the accounting result, Statement 
No. 52 adopts the current rate method. 
Rather than measuring exposure to 
currency fluctuations in terms of indi­
vidual assets and liabilities, the State­
ment adopts a “net investment” con­
cept, whereby all assets and liabilities 
are translated at the current exchange 
rate. Referring to the sub with a large 
investment in inventories and property, 
translation of all items at the current 
rate will produce an increase in equity 
when the foreign currency unit is 
strengthening relative to the dollar.
On the second aspect of compatabil­
ity, the Board states:
“Compatability in terms of cash flow 
consequences is achieved if rate 
changes that are reasonably ex­
pected to impact either functional or 
reporting currency cash flows are re­
flected as gains or losses in deter­
mining net income for the period, and 
the effect of rate changes that have 
only remote and uncertain implica­
tions for realization are excluded 
from determining net income for the 
period.”5
The implication is that translation 
adjustments do not have any immedi­
ate impact on cash flows and should 
not be included in income. Critics main­
tained that Statement No. 8 not only 
produced an accounting adjustment 
totally contrary to the economic result, 
but that it highlighted this anomaly by 
including the adjustment in income of 
the period. Statement No. 52 requires 
that translation adjustments be 
accumulated in a separate component 
of stockholders’ equity. In keeping with 
the cash flow orientation, the separate 
component is to be realized only upon 
complete or substantially complete 
liquidation of the investment in the 
affiliate.
Income statements accounts will 
now be translated using a weighted 
average rate for the period, as an 
approximation of the rate on the dates 
the revenues and expenses are actual­
ly recognized. The major difference be­
tween Statements No. 8 and No. 52 is 
that cost of sales and depreciation will 
now be translated at an average rate 
for the current period rather than an 
historical rate. A strengthening over 
time of the foreign currency relative to 
the dollar will result in higher charges to 
income under Statement No. 52, as 
compared to Statement No. 8.
The Statement of Changes in Finan­
cial Position is to be prepared using the 
current rate method also. All compo­
nents of income, such as income be­
fore extraordinary items, depreciation 
and amortization, are to be translated 
using the same weighted average rate 
as used for translating the income 
statement. Other changes in financial 
position, such as the acquisition or dis­
posal of property, are translated using 
the balance sheet date exchange rate. 
One point on which the Statement is 
not clear is with regard to changes in 
non-fund accounts, such as property, 
caused solely by the change in the ex­
change rate from the prior period. 
Since such an adjustment has no real 
effect on funds flow, the propriety of 
including it on the translated statement 
of changes is open to serious question.
Functional Currency
The second objective of translation, 
according to Statement No. 52, is to 
reflect the results and relationships of 
the individual foreign entities as meas­
ured in their functional currencies. 
Statement 8 critics contended that the 
single unit of measure approach 
erroneously implied that the dollar was 
the functional currency. Statement No. 
52 leaves the decision to management 
and defines an entity’s functional cur­
rency as “the currency of the primary 
economic environment in which the en­
tity operates; normally, that is the cur­
rency of the environment in which an 
entity primarily generates and expends 
cash.”6
Although the Board states that the 
functional currency is basically a mat­
ter of fact, it also recognizes that the 
observable facts may not clearly iden­
tify a single functional currency. The 
guidance provided by the Board con­
sists of a list of prominent economic 
factors, such as the entity’s cash flows, 
sales prices, markets and financing 
arrangements. For example, an active 
local sales market for the foreign enti­
ty’s products with sales prices deter­
mined by local competition, would indi­
cate that the local currency is the func­
tional currency. Alternatively, sales 
prices that are determined more by 
worldwide competition or by interna­
tional prices would point to the dollar as 
the functional currency. The final deter­
mination, based on management judg­
ment, will significantly influence the 
translated results. A serious question 
arises as to the advisability of allowing 
management judgment to control the 
selection of the functional currency.
Local Currency as the 
Functional Currency
To illustrate the effects of applying 
the new Statement, assume a U. S. 
corporation forms a wholly owned 
Swiss subsidiary by transferring 
250,000 Swiss francs (SF) to the new 
entity on January 1, 1981. Given a set 
of assumptions about transactions and 
exchange rates during 1981, financial 
statements based on both Statements 
No. 8 and No. 52 are presented in 
Exhibit No. 2.7
Exhibit No. 2 illustrates the differing 
results achieved under Statements No. 
8 and No. 52 when the foreign currency 
unit is strengthening relative to the 
dollar ($.40 per SF or 2.5 SF per dollar 
at the beginning of the year and $.50 
per SF or 2 SF per dollar at the end of 
the year). Operating income is higher 
under Statement No. 8, since cost of 
sales and depreciation are translated 
at the historical exchange rates. Total 
assets are slightly higher under 
Statement No. 52 since the higher
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Change unit of measure without changing 
accounting principles
Unit of Measure Single unit of measure: U.S. dollar
Translation Method
Translation Adjustments
Temporal method: assets and liabilities 
stated at historical amounts translated at 
historical exchange rate; other accounts at 
current rate.
Reported currently in income
FASB No. 52
Provide information compatible with 
economic effects without changing 
accounting principles.
Functional currency: the currency of the 
primary environment in which entity 
operates and generates cash flows.
Current method: all assets and liabilities 
translated at the current exchange rate.
Gains and Losses on 
Foreign Currency 
Transactions
Reported currently in income
Accumulated as a separate component of 
equity; realized only upon complete or 
substantially complete liquidation of the 
investment.
Reported currently in income.
Exceptions
Gains and Losses on
Intercompany
Transactions
Reported currently in income
Gains and Losses on 
Forward Exchange 
Contracts
Gains and Losses on 
Transaction Hedging 
a Net Investment
Gains and Losses on 
Transactions Hedging 
a Foreign Currency 
Commitment
Effective Date
Strict criteria for deferral
Reported currently in income unless a 
forward contract exists.
Reported currently in income unless a 
forward contract exists.
Accumulated in the separate component of 
equity account if transaction is of a 
long-term financing or capital nature; 
reported currently in income if transaction 
is of a trade nature.
Relaxed criteria for deferral as well as 
recognizing other transactions as effective 
hedges (see next two exceptions).
Accumulated in the separate component of 
equity account.
Deferred and included in the measurement 
of the related foreign currency transaction.
Available for fiscal years beginning on or 
after January 1, 1976.
Must be applied for fiscal years beginning 
on or after December 15, 1982.
current rate is used to translate 
inventory and plant.
Application of Statement No. 8 
results in an exchange loss carried to 
the income statement while Statement 
No. 52 results in a positive translation 
adjustment to equity. Exhibit 3 explains 
the differing results. The calculation of 
the exchange loss under Statement 
No. 8 is based on the exposed net 
monetary position while Statement No. 
52 is based on the overall net asset 
position — the net investment concept. 
Comparison of the results indicates 
that the primary distinction is in the 
treatment given the acquisition of the 
plant. The exposure created by 
incurring the long-term debt to acquire 
the plant is largely responsible for the 
exchange loss under Statement No. 8. 
However, under Statement No. 52, the 
acquisition has no effect on the net 
assets and therefore does not create 
any exposure. The translation 
adjustment of $30 is treated as an 
increase in equity. Since the value of 
the Swiss franc has increased during a 
year in which the net assets have 
increased, the accounting increase in 
equity results in compatability with the 
economic situation. However, since 
the rate change has no immediate 
effect on cash flows, compatability in 
terms of cash flow consequences is 
achieved by excluding the translation 
adjustment from net income.
Statement No. 52 is also concerned 
with maintaining the financial 
relationships of the foreign entities as 
measured in their functional 
currencies. Selected ratios are shown 
at the bottom of Exhibit 2 and are 
states in terms of Swiss francs, 
Statement No. 8 dollars and Statement 
No. 52 dollars. While computation of 
the ratios in terms of Statement No. 8 
dollars changes the original 
relationships as reflected in Swiss
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EXHIBIT 2
Comparison of Results for Statements No. 8 and No. 52
Assumptions
The new subsidiary immediately purchases one million Swiss francs (SF) of plant by signing a 5 year, 10% note with a Swiss 
bank. The plant will be depreciated straight-line over 20 years. Sales, purchases and operating expenses are evenly earned 
(incurred) throughout the year. The year-end FIFO inventory is made up entirely of purchases made evenly throughout the fourth 
quarter. The relevant direct exchange rates are $.40 per SF at the beginning of 1981, $.50 at the end of the year, $.45 average for 




Statement No. 8 Statement No. 52
Exchange Rate Dollars Exchange Rate Dollars
Sales 500 .45 225 .45 225
Cost of sales (300) ★ (132) .45 (135)
Depreciation expense (50) .40 (20) .45 (23)*’
Interest expense (40) .45 (18) .45 (18)
Other expenses (20) .45 .45 (9)
Operating Income 90 46 .45 40
Foreign exchange loss — (73) —
Net Income (Loss) 90 (27) 40
*Purchases of 400 @ $.45 less ending inventory of 100 at $.48.
“Rounded up
Balance Sheet
Cash 240 .50 120 .50 120
Receivables, net 200 .50 100 .50 100
Inventory 100 .48 48 .50 50
Plant, net 950 .40 380 .50 475
Total Assets 1490 648 745
Current liabilities 150 .50 75 .50 75
Long-term debt 1000 .50 500 .50 500
Common stock 250 .40 100 .40 100
Retained earnings 90 (27) 40
Translation adjustment — — 30
Total Equities 1490 648 745
Selected Ratios
Gross profit ratio .40 .41 .40
Current ratio 3.60 3.57 3.60
Debt to equity ratio 3.38 7.88 3.38
francs, the Statement No. 52 ratios are 
identical to the original ratios. Thus, the 
objective of maintaining the original 
relationships as measured in the 
functional currency is achieved under 
Statement No. 52.
Other Currency as The 
Functional Currency
If a foreign operation is merely an 
extension of the U. S. parent’s opera­
tions, the dollar will be the functional 
currency. If the foreign entity’s books 
are not kept in the functional currency, 
Statement No. 52 requires remeasure­
ment into the functional currency prior 
to the translation process. Since the 
functional currency will most likely be 
the reporting currency — the dollar- 
remeasurement obviates translation. 
The Statement explains that the re­
measurement process should produce 
the same result as if the entity’s books 
had been originally kept in the function­
al currency. The interesting conclusion 
from this is that the remeasurement 
process will produce the same result 
as under Statement No. 8, with any 
exchange gain or loss included in 
income.
Recalling the dramatic differences 
obtained in Exhibit 2, a major weak­
ness in Statement No. 52 is in the flex­
ibility allowed in selecting the function­
al currency. For example, the foreign 
exchange loss in the example occurred 
in a period of a strengthening of the 
foreign currency. If the opposite were 
true, a weakening of the foreign curren­
cy, a resourceful management might 
choose the dollar as the functional cur­
rency so that a foreign exchange gain 
could be reported. The freedom given 
management in selecting the function­
al currency may provide far more flex­
ibility than the Board really intended.
A final possibility, that the functional 
currency is a third currency, is less like­
ly to occur. However, assuming that 
such a situation does arise, two steps 
would be necessary. For example, 
assume a U. S. firm’s British subsidiary 
conducts most of its business in 
France and therefore selects the 
French franc as its functional currency. 
The translation process would require: 
first, the remeasurement of the British 
pound sterling financial statements
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Exposed position, 1/1/81 250 .40 $100 $100
Increased (decreased) by:
Sales 500 .45 225 225
Cost of sales (300) .45 (135) (135)
Inventory build up (100) .45 (45) —
Depreciation (50) .45 — (23)*
Interest (40) .45 (18) (18)
Other expenses (20) .45 (9) (9)
Acquisition of plant for
5 year note (1000) .40 (400)
Exposed position, 12/31/81 (760) (282) 140
Actual net monetary
position, 12/31/81
Exchange Loss - Statement 8
(710) .50 (355)
(73)
Actual net asset position,
12/31/81 340 .50 170
*Rounded up
into French francs, with resulting 
adjustments recognized in income cur­
rently and second, the translation of 
the French franc trial balance into U. S. 
dollars using the current rate method.
Highly Inflationary 
Economies
The most controversial requirement 
of the Revised Exposure Draft was 
dropped from the final Statement. The 
requirement was for price level adjust­
ments prior to the translation of state­
ments for entities operating in highly 
inflationary economies. Restatement 
would have been required for entities 
operating where the prior three year’s 
inflation rate exceeded one hundred 
percent, with optional restatement 
allowed if the rate was less than this 
cut-off but still higher than that in 
the U. S.
The rationale for restatement was 
that use of the current rate method in 
highly inflationary economies could re­
sult in unrealistically low valuations 
assigned to fixed assets and related 
expense amounts. The premise is that 
a high rate of inflation in the foreign 
country will be an important factor in 
the weakening of the foreign currency 
unit relative to the dollar. Thus, the use 
of a very weak foreign currency unit in 
the translation process would result in 
unrealistically low dollar amounts 
assigned to old assets.
While there is an obvious correlation 
between inflation rates and exchange 
rates, the latter are affected by many 
extraneous factors, such as gov­
ernmental policies and central bank 
activities. In addition to theoretical con­
cerns over a price level adjustment, 
serious implementation questions 
were raised. For example, the Expo­
sure Draft provided little guidance on 
the selection of an appropriate inflation 
index in a foreign country. Also, any 
purchasing power gain or loss on 
monetary items was to be included in 
net income. Many felt that this require­
ment would be totally inconsistent with 
Statement No. 33, which specifically 
excludes purchasing power gains and 
losses from income.
Statement No. 52 scraps the com­
plex price level adjustments. Instead, 
for foreign entities experiencing a high 
rate of inflation, the reporting currency 
is automatically designated as the 
functional currency. Thus, the re­
measurement process, with its results 
similar to Statement No. 8, is used 
whenever the foreign inflation exceeds 
one hundred percent for three years. 
The optional approach, for entities in 
countries with a higher inflation rate 
than the U. S. rate, but less than one 




Foreign currency transactions are 
transactions whose terms are stated in 
a currency other than the entity’s func­
tional currency. Normal import/export 
activities will be accounted for using 
the same approach as Statement No. 
8. Changes in exchange rates between 
an entity’s functional currency and the 
currency in which the transaction is de­
nominated alter the amount of func­
tional currency that will be received or 
paid upon settlement. Thus, the State­
ment’s cash flow compatability objec­
tive is met by including these transac­
tion gains and losses in net income for 
the period in which the exchange rate 
changes. There are two exceptions: in­
tercompany transactions and hedging 
transactions.
Intercompany Transactions
Statement No. 52 views transactions 
between affiliates that are of a long­
term financing or capital nature as part 
of the net investment. Accordingly, 
under the new net investment concept, 
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related adjustments are not included in 
income, but are accumulated in the 
same component of equity account as 
are the translation adjustments. 
However, since adjustments resulting 
from normal intercompany trading ac­
tivities will affect cash flows, gains and 
losses related to these transactions 
are to be included in income.
Hedging Transactions
A frequent criticism of Statement No. 
8 involved accounting for hedges. Only 
forward exchange contracts which met 
certain strict criteria could be 
accounted for as hedges with any sub­
sequent gains or losses deferred. 
Otherwise, all gains and losses had to 
be included in income immediately.
Two other forms of economic 
hedges are recognized in Statement 
No. 52: hedges of an identifiable com­
mitment and hedges of a net invest­
ment. For example, a foreign currency 
cash balance might be used to hedge a 
commitment to purchase equipment. 
Or, a U. S. firm might take out a Swiss 
loan in order to hedge a net investment 
in its Swiss subsidiary. In the first case, 
if the foreign currency commitment is 
firm and the cash balance is desig­
nated as, and is effective as, a hedge 
of the commitment, any gain or loss will 
now be deferred and included in the 
cost of the equipment. The portion of 
the transaction that can be accounted 
for as a hedge is limited to the amount 
of the related commitment. In the case 
of the Swiss loan intended as a hedge 
of the investment in the Swiss subsidi­
ary, a company will account for any 
related exchange adjustment in the 
same way as they account for the net 
investment — as an adjustment to the 
separate component of equity account.
In addition to recognizing these 
other forms of hedges, the Statement 
has relaxed the strict criteria for defer­
ral of gains and losses on actual for­
ward exchange contracts. The same 
criteria as discussed above for hedges 
of foreign currency commitments and 
net investments will also apply to for­
ward contracts intended as hedges. As 
under Statement No. 8, forward con­
tracts entered into for purely specula­
tive purposes, rather than as hedges, 
will result in the immediate recognition 
of gains and losses in income.
Disclosures
Statement No. 52 requires two pri­
mary disclosures:8
(1) The aggregate transaction gain or 
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loss included in determining net in­
come for the period. (2) An analysis of 
the changes during the period in the 
separate component of equity for 
cumulative translation adjustments 
including,
a. beginning and ending amount of 
cumulative translation adjust­
ments
b. aggregate adjustment for the 
period resulting from translation 
adjustments and gains and 
losses from certain hedges and 
intercompany balances
c. amount of taxes for the period 
allocated to translation 
adjustments9
d. amounts transferred from 
cumulative translation adjust­
ments and included in determin­
ing income as a result of sale or 
complete or substantially com­
plete liquidation of an investment 
in a foreign entity.
Effective Date and Transition
The most positive aspect of State­
ment No. 52 is the flexibility it gives 
companies in experimenting with the 
new rule. The Statement is effective for 
fiscal years beginning on or after 
December 15, 1982 with earlier appli­
cation encouraged. A calendar year 
company may initially adopt the new 
provisions in their 1981, 1982, or 1983 
annual report.
Although not required, financial 
statements for periods prior to the 
effective date may be restated to com­
ply with the Statement. In the first year 
the Statement is applied, the state­
ments should disclose the nature of 
any restatement and its effect on in­
Gary A. Porter, CPA, D.B.A., is assist­
ant professor of accountancy at North­
ern Illinois University. He is a member 
of AICPA, AAA, American Institute of 
Decision Sciences, NAA and the Illi­
nois Society of CPAs. He is a frequent 
contributor to professional and 
academic journals. 
come before extraordinary items, net 
income, and related per-share 
amounts for each period restated. If 
prior periods are not restated, disclo­
sure of income before extraordinary 
items and net income for prior years 
computed on a pro form basis is per­
mitted, but not required. In the year the 
Statement is first applied, the aggre­
gate effect on equity of translating all 
assets and liabilities at the current ex­
change rate is to be reported as the 
opening balance of the separate com­
ponent of stockholder’s equity.
Conclusion
The FASB is to be commended for 
taking action on a Statement that was 
seriously in need of revision. State­
ment No. 52 is an attempt to establish a 
standard more in keeping with the Con­
ceptual Framework project. Specifical­
ly, the new Statement is closer aligned 
to Statement of Financial Accounting 
Concepts No. 1, “Objectives of Finan­
cial Reporting by Business Enter­
prises,” since both emphasize cash 
flows.
Although the action is commend­
able, the Statement will certainly not 
end the controversy in foreign currency 
accounting. The area is extremely 
complex and not subject to simple 
solutions. At the least, Statement No. 
52 will usher in a new era of experi­
mentation with the complexities of 
accounting for international business.
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